This paper examines earnings quality adapted to International Financial Reporting Standards in Mexican emerging capital market and how investor protection and audit quality to override managers' incentives to engage in earnings management. We evidence that the new accounting regulation could be considered of high quality financial reporting standard because it is associated with lower earnings management. The analyses also suggest that cross-listed firms have higher quality local generally accepted accounting principles accounting information as measured by earnings management. There is also evidence that earnings of Mexican companies with Big 4 auditors are of higher quality. The results contribute to the ongoing debate on whether high standards are sufficient and effective in countries with weaker investor protection rights.
Introduction
International accounting literature suggests that standards promulgated for developed countries may not be useful for participants in emerging markets (Prather-Kinsey, 2006) . In fact, according to Perera (1989) , the accounting information produced according to developed countries' accounting systems is not relevant to the decision models of lessdeveloped countries. Nair (1982) argues that British and U.S. financial reports are prepared for investors in organized capital markets, whereas Latin American financial reports are prepared for creditors, owner-managers, and tax collectors. Accounting and financial information originating from developing countries is still difficult to trust, despite the urgent need for these countries to attract foreign investment and foreign capital, and despite the pressing demands from individual and institutional investors, lending institutions, and multinational agencies (Richter Quinn, 2004) . These arguments, and others, have led some authors to strongly oppose the adoption of International Financial Reporting Standards (IFRS) by developing countries, and to support adapting it.
Accounting quality depends crucially not only on the quality of accounting standards but also of factors like regulatory enforcement, legal environment and managerial incentives (Ball, Kothari & Robin, 2000) . The Mexican accounting standard-setter has taken the initiative to "adapt" its generally accepted accounting principles (GAAPs) to IFRS, rather than directly adopt it, in order to take into consideration its particular legal, political, and cultural environment.
Accordingly, the main purpose of this paper is to examine whether adaptation of standards to IFRS has converted Mexican GAAPs into high quality standards by reducing earnings management. In particular, we question whether IFRS are sufficient to override managers' incentives to engage in earnings management and affect the quality of reported earnings. The period analyzed includes the effects before and after the Mexican Institute of Public Accountants (IMCP) Comparability Project, through which many core accounting standards have been revised to make them compatible with IFRS. This allows a comparison of accounting amounts adapted to IFRS versus accounting amounts under domestic GAAPs. We investigate whether accounting earnings of firms in the post-adaptation period exhibit less earnings management than accounting earnings of firms in the pre-adaptation period. It can be expected that Mexican financial reporting quality improve because the IFRS adaptation, but not their enforcement.
Legal and political systems affect accounting quality directly, through enforcement of accounting standards and litigation against managers and auditors. The paper also examines the regulatory enforcement or corporate application of the standards through two control mechanism: market discipline and auditing quality. Controlling for these factors becomes an important task in the empirical research design. Previous research provides evidence that the magnitude of earnings management is on average higher in code-law countries with low investor protection rights, compared to common-law countries with high investor protection rights (Leuz, Nanda & Wysocki, 2003) . Mexico is moving towards convergence with developed-country accounting standards but it provides the poorest legal protection to its shareholders (LaPorta et al., 1998; Lang, Raedy & Wilson, 2006) .
Based on prior research that identifies investor protection as a key institutional factor affecting corporate policy choices, we focus on investor protection as a significant determinant of earnings management. In this respect, we question whether adaptation of IFRS by a Mexican firm has a stronger effect on the quality of earnings of that firm when cross-listed on a well-developed capital market that is demanding in terms of information quality.
There is also evidence that the stock market perceives the earnings of Big 4 audited companies to be of higher quality (Teoh & Wong, 1993; Krishnan, 2003) . However, the results of Maijoor and Vanstraelen (2006) and Francis and Wang (2008) report that the constraint constituted by a Big 4 auditor on earnings management is not uniform across countries. Francis and Wang (2008) find that earnings quality is higher for firms audited by Big 5 compared to non-Big 5 auditors only in countries with strong investor protection. In this respect, we question whether adaptation of IFRS by a Mexican company has a stronger effect on the quality of earnings of that company when is audited by a Big 4 audit firm. Exploration of the interaction between these factors and accounting standards can provide insights into differences in the economic consequences of changing accounting principles across countries.
This paper contributes to the literature in a number of ways and differs from prior research on the quality of IFRS accounting measures in three aspects. Firstly, while most previous papers examine the quality of accounting standard after the adoption to IFRS, we examine the quality of accounting standards adapted to IFRS. This study is the first to compare the quality of earnings using a unique sample of companies reporting under domestic standards during 1997-2005 and under "standards adapted to IFRS" during 2006 IFRS" during -2009 . Mexico is classified as a code law country characterized by weak investor protection, a less developed capital market and higher levels of earnings management than Anglo-American countries (Leuz et al., 2003) . On the other hand, Mexico is an emerging country that has experienced rapid growth in recent years. There is a need to investigate empirically this topic because empirical research carried out in the context of emerging markets remains scarce. The Mexico's movement to IFRS may provide new insights as firms from developing economies adapt their accounting system toward IFRS. No study, to our knowledge, has empirically examined this issue in developing countries. Our third contribution is that we also question if earnings quality is associated with the market discipline or with being audited a high quality auditor.
The remainder of this paper is organized as follows. In Section 2 we provide the theoretical background. Section 3 discusses previous research and develops hypotheses. Section 4 describes the research design. The results of the study are presented in Section 5. Finally, in Section 6 we summarize our results and discuss the implications of our analysis. There is a debate about the advantages of adaptation versus implementation. Conversion experience in Europe shows that conversion projects often take more time and resources than anticipated. They think that has led some companies to rush and risk mistakes or outsource more work than necessary, driving up cost and hindering the embedding of IFRS knowledge within the company. On the other hand, others think that conversion brings a one-time opportunity to comprehensively reassess financial reporting and take "a clean sheet of paper" approach to financial policies and processes. Such an approach recognizes that major accounting and reporting changes may have a ripple effect impacting many aspects of a company's organization.
Institutional setting
The conversion from FRS to IFRS brings a long list of technical accounting changes from 2006. Mexican FRS framework requires following IFRS (as issued by the IASB) as suppletory when Mexican FRS provides no specific guidance for a particular transaction or event (NIF A-8, January 2006). They are gradually implemented, because of that we hope the quality of financial information has been improving along the time.
Finally, Mexico requires adoption of IFRS for all listed entities starting in 2012. In advance 2012, Mexican companies have been a rare opportunity to make time an early action allowed companies to control cost, understand and manage the challenging scope of implementation, and ensure a smooth transition plan. This process is expected to improve the quality and credibility of accounting information and improve the flow of capital and investment, and so lead to resulting in economic development.
The existence of corruption and social and economic inequality in Mexico can create a demand for low quality financial statements that managers and auditors may supply. The Mexican legal framework is based on the civil law tradition. There is no procedure for class action or shareholder derivative lawsuits. This state of affairs makes it difficult for minority shareholders to enforce their rights against management, directors or controlling shareholders. Mexico's dominating controlling family ownership structure, coupled with weak minority shareholder investor protection, creates a significant agency problem for outside investors. This weak legal environment might also facilitate opportunistic earnings management resulting in lower earnings quality (e.g., Ball et al., 2000; Leuz et al., 2003; Siegel, 2005) . The regulation of the Securities Market Law, as it applies to publicly traded companies, is performed by the Mexican National Banking and Securities Commission (CNBV), a government oversight agency. The CNBV is responsible for the review and enforcement of disclosure compliance in financial statements of listed firms. The CNBV has authority to institute administrative proceedings, impose administrative sanctions, fines, suspension and disbarment of directors as well as management, and report market abuse offenses to the Attorney General. However, although the CNBV monitors adherence to accounting standards, effective sanctions for infractions are difficult to impose within the Mexican legal framework. Under the laws covering commercial activities in Mexico, there is no provision for civil or criminal penalties to deter fraudulent or erroneous financial reporting by board of directors. High quality corporate financial reporting can result only with proper enforcement of the established standards (Machuga & Teitel, 2009 ).
Previous literature and hypothesis development
There is substantial literature comparing quality of accounting numbers internationally as well as capital market effects of IFRS adoption (Daske & Gebhardt, 2006; Hail, Leuz & Wysocki, 2009) . In general, the papers show evidence of the higher quality of US and international standards against local standards, but they differ in the definition of accounting quality, the period covered or the country of reference.
A growing body of literature suggests that the quality of IFRS-based accounting amounts equals or exceeds that of domestic GAAP-based accounting amounts. Barth, Landsman and Lang (2008) examine whether the application of IAS/IFRS results in higher accounting quality compared to non-US domestic standards. Using a sample drawn from companies from 21 countries, they find that accounting amounts for non-US firms applying domestic standards are also generally of lower quality than those for non-US firms applying IAS. These results are consistent with Aussenegg, Inwinkl & Schneider (2008) for a sample of public traded firms for 15 European Member States. A lower earnings management level for IAS adopters is especially pronounced and significant for German legal origin countries (Austria, Germany, and Switzerland) and for French legal origin countries (Belgium, France and the Netherlands). On the other hand, they do not find any change in earnings management in English legal origin countries (UK and Ireland) and Scandinavian legal origin countries (Denmark, Finland, Norway and Sweden). Soderstrom & Sun (2007) argue that cross-country differences in accounting quality are likely to remain following IFRS adoption, because accounting quality is a function of the firm's overall institutional setting, including the legal and political system of the country in which the firm resides.
On the other hand, Van Tendeloo &Vanstraelen (2005) show that IFRS do not impose a significant constraint on earnings management, as measured by discretionary accruals. On the contrary, adopting IFRS seems to increase the magnitude of discretionary accruals. These results are similar to Paananen & Lin (2009 Since the adaptation of Mexican GAAPs to IFRS was initiated in 2006, our first hypothesis (H1) examines whether the quality of earnings differs before and after 2006. The purpose of this examination is to investigate whether accounting earnings of firms in the post-adaptation period exhibit less earnings management than accounting earnings of firms in the pre-adaptation period. Overall, the results of these studies do not provide clear evidence as to how the recent development in global accounting standards affects the quality of the accounting amounts. We assume that the recent developments in international accounting standards have led to changes in the quality of financial reporting over time. Therefore, the question remains whether accounting quality is higher as a result of the IMCP' initiatives and actions. We address these competing views by testing the following hypothesis:
H1: Adaptation of IFRS has reduced earnings management
Studies on cross-listing of firms provide another interesting insight into the effect of legal and political systems on accounting quality. Firms with a foreign exchange listing are presumed to have greater incentives to report transparently because they are subject to restrictions imposed by different countries and are exposed to a higher litigation risk. Therefore, it can be expected that earnings quality is enhanced when listed on an international capital market (Ball et al. 2000; Ball, Robin & Wu 2003) . Furthermore, being listed on a foreign stock exchange implies a higher level of transparency, and, therefore, a lower level of earnings management is observed for these firms. Leuz et al. (2003) report that earnings management is more pervasive in countries where the legal protection of outside investors is weak, because in these countries insiders enjoy greater private control benefits and hence have stronger incentives to obfuscate firm performance. Lang, Lins and Miller (2003) find that cross-listed firms appear to be less aggressive in terms of earnings management and report accounting data that are more conservative. However, when they compare the characteristics of reconciled accounting data for crosslisted firms with data reported by a matched sample of US firms, the results indicate that earnings quality for crosslisted firms in the United States is lower than their US matched samples . Cross-listed firms from countries with low investor protection show more signs of earnings management, suggesting that enforcement by the Securities and Exchange Commission (SEC) to foreign firms may be less stringent than for US firms.
Although the decision to cross-list is not directly linked to domestic reporting choices, a body of literature summarized in Coffee (2002) suggests that cross-listing may serve a bonding role, causing systematic differences in terms of transparency between firms that opt into cross-listing on US markets and others on their local market. In this respect, we question whether adaptation of IFRS by a Mexican firm has a stronger effect on the quality of earnings of that firm when cross-listed on a well-developed capital market: New York Stock Exchange (NYSE) that is demanding in terms of information quality. Because firms with a foreign exchange listing are presumed to have greater incentives to report transparently, the negative relationship between IFRS adaptation and earnings management is expected to be larger when cross-listed on a well-developed international capital market.
H2: The reduction in earnings management due to adaptation of IFRS is more pronounced when a firm is cross-listed on a well-developed international capital market: NYSE.
The effectiveness of auditing, and its ability to constrain the management of earnings is expected to vary with the quality of the auditor. It is reported in the literature that a high quality audit frequently translates into lower accruals (Becker, Defond, Jiambalvo & Subramanyam, 1998; Francis, Maydew & Sparks, 1999) . Theoretical support for such a quality differentiation is provided in DeAngelo (1981) , who demonstrates analytically that larger audit firms have greater incentives to detect and reveal management misreporting. A number of studies have shown that Big 4 auditors constitute a constraint on earnings management (DeFond & Jiambalvo 1991 , 1994 Becker et al., 1998; . One explanation for higher quality earnings is that Big 4 auditors are more likely to issue audit reports than non-Big 4 auditors for the same set of client circumstances, which means that investors can have greater confidence in the reliability of earnings of Big 4 clients (Francis & Krishnan 1999 , 2002 . However, Francis and Wang (2008) find that earnings quality is higher for firms audited by Big 4 auditors compared to non-Big 4 auditors only in countries with strong investor protection. In this respect, we question whether adaptation of IFRS by a Mexican company has a stronger effect on the quality of earnings of that company when is audited by a Big 4 audit firm. Since previous research has shown that being audited by a Big 4 audit firm imposes a constraint on earnings management and enhances compliance with IFRS disclosure, measurement and presentation requirements, it can also be expected that adapting high quality standards has a larger effect on the reduction of earnings management when audited by a Big 4 firm.
H3: The reduction in earnings management due to adaptation of IFRS is more pronounced when a firm is audited by a Big 4 audit firm.

Research design
Sample
Our sample is drawn from the population of Mexican nonfinancial firms listed on the Mexican Stock Exchange (BMV) during 1997-2009. The principal sources of our data are the Infosel database. Financial statements are available for the 13-year period. Consistent with previous research, firms providing financial services such as financial institutions, holding companies and insurance firms are excluded, due to the specialized financial statements prevalent in these sectors. The sample size reflects our having winsorized at the 5% level all variables used to construct our measures to mitigate the effects of outliers on our inferences. Table 1 provides and industry breakdown. The sample also comprises a range of industries, with the greatest proportion from commerce and services. Table 2 shows that the proportion of firms having a NYSE listing is smaller in the pre-adaptation period (27%) compared with the post-adaptation period (29%). As presented in Table 2 , 81% of the firms are being audited by a Big 4 auditor. 
Model and Variables Definitions
The aim of our paper is to examine how the new accounting regulation influences the level of discretionary accruals. In order to evaluate the effect of the new accounting regulation on discretionary accruals, in our first stage, we investigate the relation between new accounting regulation, listing on the NYSE and audited by a Big 4 audit firm, we regress the absolute value of discretionary accruals [Abs(DACC)] on NAR, NYSE, AUD and control variables (Model 1). The coefficient of NAR captures the differential effect of earnings management in the post versus pre-adaptation period. In the same model, the coefficient of NYSE captures the differential effect of earnings management across NYSE and non-NYSE firms and coefficient of AUD captures the differential effect of earnings management across firms with Big 4 versus non Big 4 auditors. In the first analysis, the following model is estimated:
where ( ) is the absolute value of discretionary accruals in year t, scaled by lagged total assets; is a dummy variable (compliance with adapted IFRS=1, else=0);
NYSE is a dummy variable (company listed on NYSE =1, else=0); AUD is a dummy variable (company has Big 4 auditor=1, else=0); SIZEit is the natural logarithm of total assets in year t; LEV as end-of-year total liabilities divided by end-of-year total equity; GROWTHit as percentage change in sales; Abs (CFO)it as absolute value of annual net cash flow from operating activities, scaled by lagged total assets; DEBT_ISSit as the percentage change in total liabilities during the period; ASSET_TURNit as sales divided by end-of-year total assets ; BI is a vector of industry dummies (Manufacturing industry, Construction industry, Commercial industry).
In the second stage, to test whether the reduction in earnings management is more pronounced when a firm is cross-listed on the NYSE or has a Big 4 auditor, we introduce the interaction variables NAR*NYSE and NAR*AUD in the regression analysis (Model 2). Hence, our empirical model is as follows:
The control variables which may affect earnings manipulation are firm size, growth, financing structure, need for capital, and frequency of debt (Ashbaugh, 2001; Pagano, Röell & Zehner, 2002; Tarca, 2004; Barth, Landsman, Lang & Williams, 2006; . As a proxy for firm size we use the natural logarithm of total assets (SIZE). We expect firm size to have a negative relationship with discretionary accruals due to big firms being less likely to be able to hide abnormal accruals than small firms, which tend to be neglected by financial analysts and the press. Closer scrutiny by outsiders can potentially reduce managers' opportunities to exercise their accounting discretion in big firms.
In addition, the risk of debt is measured by the liability to equity ratio (LEV). According to Park and Shin (2004) , firms that face financial constraints or distress have an incentive to adjust earnings upward in order to avoid a potential loss from disclosing a financial problem. This argument would predict a positive relationship between discretionary accruals and financial leverage.
We control for a firm's growth opportunities by using the percentage change in sales (GROWTH). Firms with high growth opportunities present more important investment opportunities, which leads managers to influence, through the exercise of accounting discretion, the probability of obtaining the financing they need in the future. Furthermore, Skinner and Sloan (1999) find that the market severely penalizes growth firms for negative earnings surprises. Therefore, growth firms have relatively strong incentives to meet earnings benchmarks, perhaps to avoid increase in the cost of capital or to maintain access to capital. Hence, firms with a high percentage change in sales may have higher discretionary accruals than firms with a low percentage change in sales.
Furthermore, the absolute value of operating cash flow scaled by lagged total assets (CFO) is included as a performance measure, since the estimated discretionary accruals are too large for firms experiencing extreme financial performance (Van Tendeloo & Vanstraelen, 2005) . Dechow, Sloan and Sweeney (1995) report that the matching principle results in a natural smoothing property of accounting accruals which causes negative (positive) nondiscretionary accruals to occur in a period with extreme positive (negative) cash flows of which a part will be incorrectly attributed to income-decreasing (incomeincreasing) discretionary accruals. We include the cash flow from operations to control for this potential misspecification. The expected relationship between absolute operating cash flow and absolute discretionary accruals is positive.
Following Lang et al. (2006) , firms may choose to cross list to raise capital, so we include control for debt issuance (DEBT_ISS) (percentage change in liabilities during the period). Further, accruals behavior may vary based on capital intensity, which may also affect the need to raise capital, so we include an asset turnover control (ASSET_TURN) (sales for the period divided by year-end total assets). Finally, we include industry dummies (BI) to control for industry effects on earnings management.
Following Petersen (2009), we use t-statistics based on standard errors clustered at the firm and the year level, which are robust both to heteroscedasticity and within-firm serial correlation 1 .
Measurement of abnormal accruals
Following Dechow et al. (1995) , we compute the accrual component of earnings as:
where ΔCA it = change in total current assets; ΔCash it = change in cash and cash equivalents; ΔCL it = change in total current liabilities; ΔSTD it = change in long-term debt included in current liabilities; Dep it = depreciation and amortisation expenses. We use the cross-sectional version of the modified Jones (1991) model to estimate the non-discretionary component of total accruals (TAC) (DeFond & Jiambalvo, 1994; Yeo, Tan, Ho & Chen, 2002; Larcker & Richardson, 2004) .
For each year and industry we regress total accruals (TAC) on the change in revenues (ΔREV) and the level of gross property, plant and equipment (PPE), scaled by lagged total assets (A t-1 ) in order to avoid problems of heteroskedasticity.
The estimation of the regression coefficients is carried out using all Mexican firms available in the Infosel database. The model is estimated in its cross-sectional version for each industry-year combination based on the industry classification of the Mexican Stock Exchange. Industryyears with fewer than six observations are excluded from the analysis (DeFond & Jiambalvo, 1994; Park & Shin, 2004) .
Using the estimates for the regression parameters,
, we estimate each sample firm's nondiscretionary accruals (NDCA) by adjusting the change in sales for the change in accounts receivable (ΔAR) to allow for the possibility that firms could have manipulated sales by changing credit terms (Dechow et al., 1995) .
and we define discretionary accruals (DACC it ) for firm i in year t as the remaining portion of Total accruals:
Following previous studies (Warfield, Wild & Wild, 1995; Gabrielsen, Gramlich & Plenborg, 2002) we employ the absolute value of discretionary accruals [Abs(DACC)] as our measure of earnings manipulation.
Results
Descriptive statistics and univariate results
The descriptive statistics of estimated discretionary accruals and control variables are presented in Table 3 . The mean value of earnings management moves around 0,03 to -0.03. Negative discretionary accruals are larger than positive discretionary accruals. (DACC) is the absolute value of discretionary accruals using Dechow modified model; SIZE: natural logarithm of total assets in year t; LEV: as end-of-year total liabilities divided by end-of-year total equity; GROWTH: as percentage change in sales; Abs (CFO): absolute value of annual net cash flow from operating activities, scaled by end-of-year total assets; DEBT_ISS: as the percentage change in total liabilities during the period, ASSET_TURN: as sales divided by end-of-year total assets.
The independent sample t-test is applied to test whether discretionary accruals are influenced by the new accounting regulation introduced in Mexico ( (1997) (1998) (1999) (2000) (2001) (2002) (2003) (2004) (2005) firms report significantly higher absolute discretionary accruals than after the IMCP' Convergence Project (2006) (2007) (2008) (2009) . There are significant differences in the reporting levels of (absolute) discretionary accruals before and after the Convergence Project. The adaptation to Mexican GAAP to IFRS is associated with lower levels of (absolute) discretionary accruals. Hence, adapted IFRS are associated with lower earnings management.
Results based on the mean of the absolute value of discretionary accruals presented in panel B of Table 4 indicate that non-crosslisted firms have a greater amount of discretionary accruals than do cross-listed firms, and suggest that non-cross-listed firms manage earnings more than do cross-listed firms. Panel C of Table 4 reports differences between the Big 4 and non-Big 4 samples with respect to the (absolute) discretionary accruals. Companies being audited by a Big 4 audit firm report significantly lower (absolute) discretionary accruals than when are audited by a non-Big 4 audit firm. (0.214) *, **, *** significantly different from zero at the α = 0.10, 0.05 and 0.01 level, respectively, (two-tailed) where Abs (DACC)= absolute value of discretionary accruals using Dechow modified model.
The univariate results on discretionary accruals, as presented in Table 5 , suggest that for companies cross-listed on the NYSE, the adaptation of IFRS is significantly associated with lower absolute discretionary accruals (Panel A). For companies being audited by a Big 4 audit firm, IFRS adaptation is significantly associated with different reporting levels of absolute discretionary accruals (Panel C). ) *, **, *** significantly different from zero at the α = 0.10, 0.05 and 0.01 level, respectively, (two-tailed) where Abs (DACC)= absolute value of discretionary accruals using Dechow modified model. where Abs(DACC) is the absolute value of discretionary accruals using Dechow modified model; NAR: Dummy variable (compliance with adapted IFRS=1, else=0); NYSE: Dummy variable (company listed on NYSE =1, else=0); AUD: Dummy variable (company has Big 4 auditor=1, else=0); SIZE: natural logarithm of total assets in year t: LEV: as end-of-year total liabilities divided by end-of-year total equity; GROWTH: as percentage change in sales; Abs (CFO): absolute value of annual net cash flow from operating activities, scaled by end-ofyear total assets; DEBT_ISS: as the percentage change in total liabilities during the period, ASSET_TURN: as sales divided by end-of-year total assets.
Multivariate Analysis
The results of Model 1 are presented in Table 7 . To test Hypothesis 1, the regression analysis is first performed without the interaction variables. We use t-statistics based on standard errors clustered at the firm and the year level (Petersen, 2009) , which are robust both to heteroscedasticity and within-firm serial correlation. The results show a consistently significant negative relationship between the accounting standard dummy (NAR) and absolute discretionary accruals. The discretionary accruals are substantially lower for the post-adaptation period than for the pre-adaptation period, and this difference is statistically significant at the 0.05 level. These results provide strong evidence for the effect of IFRS adaptation in reducing earnings management by Mexican listed firms. Our findings provide support for Hypothesis 1. These results are consistent with the findings of Leuz and Verrecchia (2000) ; Bartov, Goldberg and Kim (2005) and Hung and Subramanyam (2007) , who argue that IFRS serves as a proxy for a credible commitment to higher quality accounting. These results are in contrast with the findings of Van Tendeloo and Vanstraelen (2005) , who found that the IFRS adoption in Germany was not significant in reducing earnings management.
The results show that increased enforcement does significantly enhance the reduction of discretionary accruals. The results show a consistently significant negative relationship between foreign exchange listing dummy (NYSE) and discretionary accruals. Having a cross-listing on the NYSE appears to significantly reduce the level of reported discretionary accruals. Our results are consistent with Leuz et al. (2003) , Lang et al. (2003) , Van Tendeloo and Vanstraelen (2005) , Burgstahler, Hail & Leuz (2006) , Nabar and Boonlert-U-Thai (2007) and Cahan, Liu and Sun (2008) . In particular, cross-listing firms face increased enforcement by the SEC, a more demanding litigation environment, and enhanced disclosure and reconciliations to US GAAP, all of which may affect the kinds of firms attracted to US cross-listing and the characteristics of their accounting data (Lang et al., 2003) .
The results also indicate that having a Big 4 auditor (AUD) have a significant impact on the magnitude of absolute discretionary accruals. The coefficient on the variable AUD is negative and significant, suggesting that having a Big 4 auditor have a significant impact in reducing earnings management. Consistent with previous Anglo-Saxon studies (Becker et al., 1998; , our findings support the hypothesis that higher quality audits would constrain earnings management more than lower quality audits. One explanation for higher quality earnings is that Big 4 auditors are more likely to issue audit reports than non-Big 4 auditors for the same set of client circumstances, which means that investors can have greater confidence in the reliability of earnings of Big 4 clients (Francis & Krishnan, 1999 , 2002 . Another reason for higher earnings quality is that Big 4 clients have smaller abnormal accruals, which is consistent with Big 4 auditors constraining aggressive earnings management and resulting in more credible earnings announcements (Becker et al., 1998; Krishnan, 2003) . .49*** Notes: *, **, *** Significantly different from zero at the 0.10, 0.05 and 0.01 levels, respectively, (two-tailed) where Abs (DACC)= absolute value of discretionary accruals, NAR = Dummy variable (compliance with adapted IFRS=1, else=0), NYSE= Dummy variable (company listed on NYSE =1, else=0), AUD= Dummy variable (company has Big 4 auditor=1, else=0), SIZE = natural logarithm of total assets in year t, Abs (CFO): absolute value of annual net cash flow from operating activities, scaled by end-of-year total assets, LEV= as end-of-year total liabilities divided by end-of-year total equity, GROWTH= as percentage change in sales, DEBT_ISS= as the percentage change in total liabilities during the period, ASSET_TURN= as sales divided by end-of-year total assets. Models include industry dummies. Regressions are run using two-way cluster standard errors (Petersen, 2009 ) at the time and firm level which are robust to both heteroscedasticity and within-firm serial correlation.
To test Hypothesis 2 and 3, the interaction variables of interest NAR*NYSE and NAR*AUD are included in the regression analysis (Model 2). The results, presented in Table 7 show that increased enforcement does not significantly enhance the reduction of discretionary accruals during the post-adaptation IFRS period. Our findings do not provide support for Hypothesis 2. One possible explanation for this finding could be that firms planning to cross-list in the United States may gradually change their accounting reporting behavior before cross-listing on a well-developed capital market that is demanding in terms of information quality and transparency. In particular, even if the firm has relatively transparent reporting before cross-listing, the added regulatory requirements and litigation exposure associated with cross-listing may cause firms to change local reporting (Lang et al., 2003) . In this sense, Reese and Weisbach (2001) show that firms cross-listing on US markets tend to raise more capital in local markets following cross-listing, suggesting that firm's cross-list to bond themselves to more transparency even in their home market.
Having a Big 4 auditor does not reduce the level of reported discretionary accruals of companies during the postadaptation IFRS period. Our findings do not provide support for Hypothesis 3. In Mexico, the largest internationally affiliated accounting firms dominate the market for audits. The reputation of the large accounting firms potentially offsets the apparent weakness in certification requirements and the political environment. Our results are consistent with Bauwhede and Willekens (1998) and Othman and Zeghal (2006) , who argue that the factors that create incentives and constraints on earnings management may vary for different environments, and that therefore some results of Anglo-Saxon studies may not hold across countries.
In terms of the control variables, in both Models, we find that absolute discretionary accruals are decreasing in size, but increasing in leverage, profitability and debt issuance. Agency and political costs explain why firm size is significantly associated with earnings management. The coefficient size is significant and negative. Firm size is clearly a business characteristic that exhibits differences in the degree of earnings management, showing that high size firms have less discretionary accruals. This is often used as a proxy for political sensitivity. Large firms with large profits may try to manage earnings downwards (Zimmerman, 1983; Liberty & Zimmerman, 1986) . The larger the firm, the more likely managers are to choose income-decreasing accruals.
The control variable Leverage (Lev) is found to be significantly and positively related to absolute discretionary accruals. High leverage has been found to be associated with closeness to the violation of debt covenants (Press & Weintrop, 1990) , and debt covenant violation has been found to be associated with discretionary accrual choice (DeFond & Jiambalvo, 1994) . To avoid debt covenant violation, managers of highly leveraged firms have incentives to make income-increasing discretionary accruals. However, high leverage is also associated with financial distress (Beneish & Press, 1995) . According to DeAngelo, DeAngelo & Skinner (1994) , troubled companies have large negative accruals related to contractual renegotiations that provide incentives to reduce earnings. Our results are consistent with Watts and Zimmerman (1978) , Dichev and Skinner (2002) , DeFond and Jiambalvo (1994) and Sweeney (1994) .
The coefficient of the control variable Abs (CFO) is significantly positive. Dechow et al. (1995) and McNichols (2000) report that firms with abnormally high (low) earnings have positive (negative) shocks to earnings that include an accrual component and thus, firms with high (low) earnings tend to have high (low) cash flows and high (low) accruals. As a consequence, one is more likely to find a positive relationship for the most profitable firms. Our results are consistent with the findings of Van Tendeloo and Vanstraelen (2005) .
Finally, the control variable debt issuance (DEBT_ISS) is found to be significantly and positively related to absolute discretionary accruals. We do not find an association between grow, asset turnover and absolute discretionary accruals. Both coefficients are not statistically significant.
Sensitivity Analyses
In this section we carry out several sensitivity tests to assess the robustness of the results reported in the previous section. We report these results in Table 8 (Jones model) and Table 9 (Kothari model). The findings of the different versions of the models are qualitatively the same as those reported in the previous section. New accounting regulation has a significant influence on discretionary accruals. The results support Hypothesis 1, suggesting that the adaptation to IFRS where TA is total accruals; ΔREV is the change in sales; ΔREC is the change in receivables; PPE is the level of gross property, plant and equipment; and ROA is return on asset have a significant impact on the magnitude of these alternative discretionary accruals. The results of the models also show that having a cross-listing on the NYSE does significantly enhance the reduction of discretionary accruals. There is no significant association between absolute discretionary accruals and having a Big 4 auditor. The findings of the two models do not provide support for Hypothesis 2 nor Hypothesis 3.
Finally, we show the results based on the sign of the discretionary accruals (Table 10 ). In the context of audit quality, Ashbaugh et al. (2003) show that this separation of positive and negative discretionary accruals better captures the potential asymmetric relation between the variables and earnings management.
The results show a consistently significant negative relationship between the accounting standard dummy (NAR) and positive discretionary accruals, and a significant positive relationship between NAR and negative discretionary accruals. The discretionary accruals are substantially lower for the post-adaptation period than for the pre-adaptation period. These results provide strong evidence for the effect of IFRS adaptation in reducing earnings management by Mexican listed firms. The results of the models also show that having a cross-listing on the NYSE does significantly enhance the reduction of positive discretionary accruals. Furthermore, we find evidence that AUD is significantly related to discretionary accruals. The dependent variable is absolute discretionary accruals calculated according to Jones Model. NAR is a dummy variable (compliance with adapted IFRS=1, else=0); NYSE is a dummy variable (company listed on NYSE =1, else=0); AUD is a dummy variable (company has Big 4 auditor=1, else=0); SIZE is the natural logarithm of total assets in year t; Abs (CFO): absolute value of annual net cash flow from operating activities; LEV is end-of-year total liabilities divided by end-of-year total equity; GROWTH is the percentage change in sales; DEBT_ISS is the percentage change in total liabilities during the period; ASSET_TURN is sales divided by end-of-year total assets. Models include industry dummies. Regressions are run using two-way cluster standard errors (Petersen, 2009 ) at the time and firm level which are robust to both heteroscedasticity and within-firm serial correlation. The dependent variable is absolute discretionary accruals calculated according to Kothari Model. NAR is a dummy variable (compliance with adapted IFRS=1, else=0); NYSE is a dummy variable (company listed on NYSE =1, else=0); AUD is a dummy variable (company has Big 4 auditor=1, else=0); SIZE is the natural logarithm of total assets in year t; Abs (CFO): absolute value of annual net cash flow from operating activities; LEV is end-of-year total liabilities divided by end-of-year total equity; GROWTH is the percentage change in sales; DEBT_ISS is the percentage change in total liabilities during the period; ASSET_TURN is sales divided by end-of-year total assets. Models include industry dummies. Regressions are run using two-way cluster standard errors (Petersen, 2009 ) at the time and firm level which are robust to both heteroscedasticity and within-firm serial correlation. ; NYSE is a dummy variable (company listed on NYSE =1, else=0); AUD is a dummy variable (company has Big 4 auditor=1, else=0); SIZE is the natural logarithm of total assets in year t; Abs (CFO): absolute value of annual net cash flow from operating activities; LEV is end-of-year total liabilities divided by end-of-year total equity; GROWTH is the percentage change in sales; DEBT_ISS is the percentage change in total liabilities during the period; ASSET_TURN is sales divided by end-of-year total assets. Models include industry dummies. Regressions are run using two-way cluster standard errors (Petersen, 2009 ) at the time and firm level which are robust to both heteroscedasticity and within-firm serial correlation.
Conclusions and discussion
The purpose of this study is to investigate empirically whether the new accounting regulation in Mexico could be considered a high quality financial reporting standard because it is associated with lower earnings management. Since the adaptation of Mexican GAAPs to IFRS was initiated in 2006, we investigate whether accounting earnings of firms in the post-adaptation period exhibit less earnings management than accounting earnings of firms in the pre-adaptation period. The results of our study suggest an increase in accounting quality from 2006. We find that firms applying standards adapted to IFRS show less earnings management than firms applying domestic standards.
We also examine whether earnings quality improves as a country's investor protection environment becomes stronger. Consistent with Bradshaw and Miller (2005) and Lang et al. (2006) , we find that firms that cross-listed on US market exhibit significantly less earnings management than firms listed on a domestic market. Our results suggest that earnings quality is higher as the country's investor protection regime becomes stronger. The analyses also suggest that cross-listed firms have higher quality local GAAP accounting information as measured by earnings management. Cross-listed firms gradually change their accounting reporting behavior before cross-listing on a welldeveloped capital market that is demanding in terms of information quality and transparency. These results are in line with those obtained by Lang et al. (2003) who confirmed the hypothesis that with cross-listing firms, the added scrutiny and legal exposure may have substantial implications for accounting choice, even absent changes in local requirements.
There is also evidence that earnings of Mexican companies with Big 4 auditors are of higher quality. These results add to the literature on audit quality by demonstrating a direct relation between audit quality and earnings management.
One reason for higher earnings quality is that Big 4 clients have smaller abnormal accruals, which is consistent with Big 4 auditors constraining aggressive earnings management and resulting in more credible earnings announcements (Becker et al., 1998; Krishnan, 2003) .
These findings contribute to the current debate on whether high quality standards are sufficient and effective in countries with weak investor protection. The enforcement role of legal systems is especially important when considering the accounting quality following the adoption of IFRS. The IASB issues IFRS, but does not have enforcement power. Enforcement power thus resides in the security exchanges and courts where firms are listed (Schipper, 2005) . Our results suggest that increase in accounting quality is mainly driven by changes in accounting standards, but even within a country, differences in enforcement and incentives can result in differences in reported accounting data. The regulation is itself an inherently political process. Making sense of the political economy of regulation involves making sense of national patterns of regulation (Moran, 2010) . Our study reinforces the findings in other studies that earnings are of relatively higher quality in countries with stronger legal systems and investor protection environment.
The implication of these results is that the work carried out by the CINIF has been effective due to a reduction in earnings management and is reflected in the higher accounting quality after the adaptation of Mexican accounting standards to IFRS. Analysis of the determinants of accounting quality has important policy implications. Recently, the comparability strategy has been changed because CNBV has approved IFRSs as directly mandatory for listed companies as of 2012. Our results indicate that accounting quality has improved after the Convergence Project. Future research needs to establish whether the change in strategy responds or not to the success achieved by the CINIF in order to increase the quality of financial reporting. In short, the CNBV should monitor the enforcement and the market discipline from 2012, when IFRS will be effective for listed companies.
The results of this study are subject to the following limitations. First, we only consider one aspect of earnings quality: the level of earnings management. Second, although we have controlled for various earnings management incentives, it is acknowledged that there may be other incentives to manage earnings that have not been controlled for. Further research could benefit from examining the relationship between IFRS adaptation and other aspects of earnings quality, such as earnings conservatism and value relevance.
